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CGeneral Information Letter: Petition to use separate accounting is
not needed if two corporations are not engaged in a unitary business.

Cct ober 27, 1998
Dear :

This is in response to your |etter dated Cctober 13, 1998, in which you request
permission to wuse an alternative nmethod of allocation or apportionnent.
Departnment of Revenue (“Departnent”) regulations require that the Department
issue only tw types of letter rulings, Private Letter Rulings (“PLRs”) and
CGeneral Information Letters (“ALs”). PLRs are issued by the Departnent in
response to specific taxpayer inquiries concerning the application of a tax
statute or rule to a particular fact situation. A PLR is binding against the
Departnent, but only as to the taxpayer who is the subject of the request for
ruling and only to the extent the facts recited in the PLR are correct and
conmplete. GLs do not constitute statenents of Departnent policy that apply,
interpret or prescribe the tax laws and are not binding against the Departnent.
See 2 IlII. Adm Code 100.1200(b) and (c) encl osed.

Al though a ruling granting an alternative allocation or apportionnment has been
requested, since the petition fails to sustain the burden of proof required
pursuant to 86 Ill. Adm Code 100.3390 (copy enclosed) the Departnment nust
respond by a G L denying the petition.

In your letter you have stated as foll ows:
I am hereby petitioning under |IITA section 304 to use the separate

accounting nethod as an alternative apportionnment forrmula on the 1998 Form
IL-1120-ST for COWANY A As shown by the followng clear and cogent

evi dence, the statutory fornula would result in the taxation of
extraterritorial values and the statutory fornula would operate unreasonably
and arbitrarily in attributing to Illinois a percentage of income which is
out of proportion to the business transacted in Illinois. Furthernore, in
this case, the separate accounting nmethod would fairly and accurately
apportion incone to Illinois based upon business activity in Illinois.

First, an overview of the entire corporate structure is in order. COVPANY A
was incorporated in Illinois on x/xx/xx. It operates exclusively wthin
Il1linois. On x/xx/xx, it bought 100% of the stock of COVPANY B. COVPANY B
operates exclusively in Wsconsin. COVPANY B continues to enjoy its conplete
autonommy. The two entities are not dependent upon each other in any way.
They are absolutely not a unitary business. They are run independently of
one another and function on a day-to-day basis as they did before the stock
transacti on.

After the stock transaction, the two corporations properly filed separate
state incone tax returns (COMPANY A in Illinois and COVMPANY B in W sconsin)
and a consolidated federal incone tax return. Now COVMPANY A has elected S
corporation status and COVWPANY B has beconme a qualified subchapter S
subsidiary. Therefore, COVPANY B has ceased to exist for federal income tax
purposes and its required corporate dissolution has necessitated this
petition.



Please find attached a pro-forma statutory apportionnent for the previous
year (1997). This is contrasted with the presentation of a separate
accounting. Conpletely separate and distinct sets of books are neticul ously
kept to accurately distinguish between Illinois and Wsconsin activities.
The corporations go to great expense and administrative effort to maintain
these records. As the reader of this petition scrutinizes these materials,
one will surely cone to the erudite conclusion that a separate accounting
nmore clearly reflects respective state activity. This undeniable fact wll
junp of f the page at you.

The statutory method would have resulted in Illinois base inconme of
$106, 906. The separate accounting nethod would have resulted in Illinois
base incone of $50,245. If ever there was a case worthy of the granting of
the Director’s permssion, this is it.

In conclusion, we respectfully request that you seriously consider this
meritorious petition. The state of Wsconsin does not require a non-unitary
filer to obtain perm ssion to use the separate accounting nethod.

Rul i ng

For reasons nore fully detailed below, your petition for an alternative
all ocation or apportionment is denied for failing to neet the required burden of
proof as set forth by Illinois Income Tax Regul ati ons section 100.3390(c).

The petition states that due to COVPANY A's newy elected Subchapter S status,
separate accounting must be enployed to fairly reflect COVPANY A's Illinois net
i ncone. Specifically, the petition explains that prior to its subchapter S
el ection, COMPANY A and its wholly owned subsidiary, COMPANY B, filed separate
income tax returns in Illinois and Wsconsin, respectively. Since the activities
of COWPANY B in Wsconsin and those of COMPANY A in Illinois did not conprise a
unitary business, it is stated that such separate filing was proper. Upon COVPANY
A's election under Internal Revenue Code (IRC) section 1362, COVWANY B has becone
a qualified subchapter S subsidiary (QSSS). Under IRC section 1361(b)(3), the
separate corporate existence of a QSSS is ignored for federal incone tax
pur poses, and all assets, liabilities, and itens of income, deduction, and credit
are treated as those of the S corporation parent. Accordingly, the corporate
exi stence of COMPANY B will be ignored and all of its assets, liabilities, and
incone itens will be treated as owned by COVWANY A. Because the sane treatnent
will apply for Illinois tax purposes, the petition assunes that the income of
COMPANY B nust now be apportioned by COVANY A together with the incone fromits
Illinois activities. It is stated that such an apportionment wll unreasonably
allocate to Illinois inconme derived in Wsconsin. To avoid that allocation, the
petition requests that the separate accounting nethod be enployed to nore fairly
divide COWANY A's incone between its Illinois activities and COWANY B's
activities in Wsconsin.

IIlinois Income Tax Regul ati ons 100. 3010(b) states as foll ows:

Two or nore businesses of a single person.

1) A person may have nore than one “trade or business.” In such cases, it
is necessary to determne the business inconme attributable to each
separate trade or business. In the case of a person other than a

resident, the incone of each business in then apportioned by a formula
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which takes into consideration the instate and outstate factors which
relate to the trade or business the incone of which is being
apporti oned.

Applying that regulation in this case, the constructive |iquidation of COVPANY B
for inconme tax purposes does not require that COWANY A change its separate
reporting of income between Illinois and Wsconsin. In other words, assum ng that
COMPANY A and COWPANY B are not engaged in a single unitary business, the
activities in Wsconsin are not nmade unitary with the activities in Illinois
merely because COMPANY B ceases to exist for income tax purposes. The Wsconsin
operations will now be viewed sinply as a separate trade or business of COWANY
A. Since the petition represents that none of that trade or business is conducted
in Illinois, COWANY A need not allocate to Illinois any part of the incone
derived by COMPANY B in Wsconsin. As was the case before its subchapter S
el ection, COVPANY A need only allocate to Illinois the incone derived fromits
II'linois activities.

In light of the above, petition for the alternative allocation or apportionment
requested here would seem no |onger necessary. Nonetheless, the nerits of your
petition have been consi dered bel ow.

Where the activities of a taxpayer in Illinois form part of a unitary business
that extends into other states, the Illinois Incone Tax Act (“the IITA"; 35 ILCS
5/101 et seqg.) requires that the incone generated by those activities be
apporti oned under a three-factor fornmula.

The three-factor apportionment fornmula conpares the person’s |Illinois and
aggregate property, payroll, and sales (IITA 8304(a)). Illinois rejects the
separate or geographical accounting nmethod in such circunstances since that
met hod ignores or captures inadequately the many subtle and unquantifiable
transfers of value that take place anbng the conponents of a single enterprise
(Contai ner Corporation of America v. Franchise Tax Board, 463 U. S. 159, 164-5,
103 S. C. 2933, 2940 (1983)). Thus, the formula apportionnent method is used,
whi ch focuses upon certain objective nmeasures of a taxpayer’'s activities within
and without the state (1d.). At the sanme time, however, fornmula apportionnment may
not be applied wthout exception. The factors used in the apportionnment formnula

must actually reflect, in each individual case, a reasonable sense of how incone
is generated (1d. at 2942). And where the apportionment fornula does not so
reflect, a fair and accurate alternative nmethod is appropriate (86 Ill. Adm Code
100. 3390(c)). Accordingly, IITA section 304(f) allows the taxpayer to petition
the Director for an alternative apportionnment nethod, including separate
accounting, where the statutory nmethod does not fairly represent the extent of
the person’s business activity in Illinois.

Consistent with these principles, Illinois Income Tax Regulations section

100. 3390(c) sets forth the taxpayer’s burden under section 304(f) as foll ows:

A departure from the required apportionnment nethod is allowed only where
such nmethods do not accurately and fairly reflect business activity in

Illinois. An alternative apportionnment nethod may not be invoked ... nmerely
because it reaches a different apportionnent percentage than the required
statutory fornmula. The party ... has the burden of going forward with the

evi dence and proving by clear and cogent evidence that the statutory fornula
results in the taxation of extraterritorial values and operates unreasonably

and arbitrarily in attributing to Illinois a percentage of income which is
out of all proportion to the business transacted in the state. In addition
the party ...nmust go forward with the evidence and prove that the proposed
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alternative apportionment nethod fairly and accurately apportions inconme to
Il1linois based upon business activity in this State.

In addition, Regulations section 100.3390(d) states:

A petition will be summarily rejected if its sole basis for support rests on
the fact that an alternative nethod reaches a different apportionnent
percentage than the required statutory formul a.

These sections of the Regulations indicate the taxpayer’'s burden under 11TA
section 304(f) to be two-fold. In particular, it nust be shown not only that the
alternative nethod proposed results in a fair allocation, but also that
application of the statutory nethod results in an unfair allocation. Moreover,
because separate accounting does not fully reflect the val ue-producing factors of
a unitary business, the second aspect of the taxpayer’s burden is not satisfied
merely by showi ng that separate accounting results in an allocation that differs
from the statutory nethod. Thus, a petition that rests solely on an allocation
under the separate accounting nethod nust be rejected since it does not reveal
any defect or unfairness in applying the factors relied upon by the three-factor
formula to approxi mate where the incone of the business is generated.

In this case, the petition contains in support of an alternative allocation an
apportionment wunder the separate accounting nethod that differs from the
apportionment that results by application of the statutory three-factor formula.
The petition argues that separate accounting provides the better approach in this

case due to the constructive liquidation of COWANY B wunder |RC section
1361(b)(3). However, as indicated above, that |iquidation does not affect the
substance of the taxpayer’'s business activities in either Illinois or Wsconsin

Accordingly, the petition’s sole basis for support rests upon on the fact that
the separate accounting method reaches a different result. As such, the petition
nmust be denied in accordance with Illinois Regulations section 100.3390(d).

As stated above, this is a GL which does not constitute a statenent of policy
that applies, interprets or prescribes the tax laws, and it is not binding on the
Departnent. If you wish to obtain a PLR which will bind the Departnent, please

submt a request conformng to the requirenents of 2 IIl. Adm Code 100.1200 and
86 Ill. Adm Code 100. 3390.
Si ncerely,

Paul Casel ton
Associ ate Chi ef Counsel — |Incone Tax



